UNITED STATES BANKRUPTCY COURT
WESTERN DISTRICT OF NEW YORK

In re:

CASE NO. 96-22069
INDUSTRIAL CERAMICS, INC,,

Debtors. DECISION & ORDER
THE OFFICIAL CREDITORS
COMMITTEE OF INDUSTRIAL
CERAMICS, INC.,

Plaintiffs,

V. AP. 98-2076

INDUSTRIAL CERAMICS
ASSOCIATES,
and
ABB POWER TOOL & DIE
COMPANY, INC.,,

Defendants.

BACKGROUND

On April 8, 1996, Industrial Ceramics, Inc. (“Industrid Ceramics’), which manufactured
specialty, made-to-order porcel aininsulators used in el ectronic power transmission and distribution,
filed apetitionin the United States Bankruptcy Court for the Eastern District of New Y ork initiating
aChapter 11 case. Thereafter the case wastransferred to the United States Bankruptcy Court for the
Western District of New York (the “Court”). An Official Unsecured Creditors Committee (the

“Committee”’) was appointed in the case which was authorized by the Court to commence an
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Adversary Proceeding against Industrial Ceramics Associates (* Associates’) and ABB Power Tool
& DieCompany, Inc. (“ABB”) to havethe Court determinewhether certain transferstothoseentities
could be avoided pursuant to the provisions of the Bankruptcy Code, the New Y ork Business
CorporationLaw Section513 (the“BCL") or theNewY ork Debtor & Creditor Law (the*NYDCL").
On April 6, 1998, the Committee commenced its Adversary Proceeding aganst Associates
and ABB (the* Avoidance Proceeding”). TheCommittee'sComplaint inthe Avoidance Proceeding
alleged that: (1) prior to the filing of its petition, Industriad Ceramics operated afacility in Derry,
Pennsyl vania (the “Derry Facility”) which it referred to as its large tube division; (2) Industria
Ceramics had acquired thetangible personal property and related intangibles at the Derry Fecility
from Westinghouse Electric Company (“Westinghouse”) or an affiliate, at the same time that
Associates purchased the underlying real property (the” Derry Real Estate”), which Associatesthen
leased to Industrial Ceramics (the “Deary Lease’); (3) Industrial Ceramics purchased the tangible
personal and intangibleproperty from Westinghouse in exchange for a promissory note which was
later converted into 4,875,281 shares of Class A redeemable preferred stock in Industrial Ceramics
(the “Preferred Stock™); (4) ABB became the holde of the Preferred Stock and along with it also
acquired therightsto: (a) appoint one director to the Industrial Ceramics Board of Directors; and (b)
to approve or disgpprove of any proposed sale or other disposition of a substantial portion of the
company’ sassets; (5) ABB also becamethe holder of amortgage (the” Derry Mortgage”) which had
been granted to Westinghouse by Associates in connection with its purchase of the Derry Real
Estate; (6) ABB exerciseditsright to appoint or elect adirector to the Industrial Ceramics Board of
Directors, and that director served on theBoard during theyear 1995; (7) from 1985, when Industrial
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Ceramics began its business operations, through theend of 1995 it had sustained osses in excess of
$10,000,000.00; (8) in mid-1995, at atime when therewas apending labor union strike at the Derry
Faci lity, Industrial Ceramicsannounced the closing of the Facilityanditswillingnessto sell thelarge
tube divisions; (9) in November 1995, Lapp Insulators, Inc. (“Lapp”’) agreed to purchase
substantially all of the large tube division assets for $3,000,000.00 in cash and future contingent
payments based upon customer retention business (the “Deferred Payment Component”); (10)
because the sale to Lapp (the “Lapp Sale”) was of asubstantial portion of the assets of Industrial
Ceramics, it required the approval of ABB; (11) the Lapp Salealso required theapproval of LaSalle
BusinessCredit, Inc. (“LaSalle”), which held aperfected security interest in someor all of the assets
that were being sold to Lapp as security for aRevolving Credit Term Loan and Security Agreement
(the “LaSalle Loan Documents’), since the Lapp sale was to be free and clear of all liens and
encumbrances; (12) in a Tenth Amendment to the LaSalle Loan Documents, Industrial Ceramics
acknowledged that it was in default under a number of the provisions of the Documents, including
anumber of financial covenants; (13) on or about November 10, 1995, Industrial Ceramics entered
into a Stock Redemption Agreement (the “ Redemption Agreement”) whereby it agreed to redeem
the Preferred Stock held by ABB for the sum of $25,000.00 in cash together with the execution and
delivery to ABB of an Assignment Agreement (the “ Assignment”) by and between ABB, Industrial
Ceramics and Lapp, wheeby Industrial Ceramics assigned to ABB all of itsright, title and interest
inand to the Deferred Payment Component which might becomeduefrom Lapp; (14) ABB provided

its approval of the Lapp Sale; (15) on November 10, 1995, Industrial Ceramics entered into an
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agreement with Associates which: (a) extended the Derry Lease through December 31, 1998%; (b)
reduced the monthly rent due under the L ease by $5,000.00 per month; (c) provided for the payment
to Associates of past due rent in the amount of $315,600.00; (d) provided for alease extension fee
to be paid to Associatesin the amount of $300,000.00; and (e) provided for the prepayment of rent
in the amount of $59,400.00; (16) on November 10, 1995, Associates and ABB entered into a
Forbearance Agreement (the “Forbearance Agreement”) in connection with the Derry Mortgage,
whichwasin default at thetime, whereby ABB agreed to forbear from enforcing itsrightsunder the
Mortgage in consideration of the receipt from Associates of $675,000.00; (17) in connection with
the closing of the Lapp Sale, Industrial Ceramics directed L app to pay $700,000.00 of the purchase
price directly to ABB; (18) at the time of the Lapp Sale, Howard Jacobs, Esqg. (“Jacobs’) was an
officer or director of Industrial Ceramics and of the corporate general partner of Assodates, aswell
asapartner inthelaw firm of Rosenman and Collin, LLP, thefirmwhich represented both Industrial
Ceramicsand A ssociatesin connectionwith thevarious agreementsentered into between and among
Industrial Ceramics, Associates, Lapp and ABB; (19) when $700,000.00 of the proceeds of the L app
Sale were paid over to ABB at the direction of Industrial Ceramics, Industrial Ceramics was

insolvent as that term is defined in both the Bankruptcy Code and BCL 8§102(8)* (“Equitable

! The Derry Lease terminated by its terms on December 1996.

2 BCL §102(8) provides

“l nsol vent” neans being unable to pay debts as they becone due in
the usual course of the debtor’s busi ness.

BCL § 102(8) (2000).
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Insolvency”); (20) after the closing of the Lapp Sale and the payment of $700,000.00to ABB in
November 1995, and before Industrial Ceramics filed its petition initiating a Chapter 11 case on
April 8,1996, various creditors of Industrial Ceramics obtained judgmentsagainst it; (21) Industrial
Ceramicswas in default on anumber of obligationsthat it had to creditors when it entered into the
various agreements with Lapp, Associatesand ABB, aswell when they were performed; (22) upon
information and belief, ABB sa-off $28,302.00 that it owed to Industrial Ceramics against
unidentified claimswhich it asserted against Industrial Ceramics; (23) Industrial Ceramicsincurred
operating losses for each month after the closing of the Lapp Sale through the date of thefiling of
its bankruptcy petition; and (24) when Industrial Ceramics Associates and ABB entered intotheir
various agreements in connection with the Lapp Sale, they knew or had reason to know that
Industrial Ceramics would continue to incur financial losses after the closing.

The Complaint in the Avoidance Proceeding then set forth ten separate causes of action,
briefly summarized as follows:

1. FIRST CAUSE OF ACTION:

Industrial Ceramicsis entitled to avoid the transfersto

ABB of the $700,000.00 and the Deferred Payment Component because they were transfersin

consideration of the redemption of ABB’s Preferred Stock in violation of BCL §513(a) and (c)3;

® BCL §513(a) provides that:

(a) A corporation, subject to any restrictions contained in its
certificate of i ncorporation, may purchase its own shares, or redeem
its redeemable shares, out of surplus except when currently the
corporation in insol vent or would thereby be made insol vent.
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2. SECOND CAUSE OF ACTION:

Thetransfersto ABB of the $700,000.00 and the Deferred Payment Component were
made by Industrial Ceramics for less than a fair, equivalent consideration, and thus were
constructively fraudulent and avoidabl e pursuant to Section 273 of the NY DCL and Section 548(a)
of the Bankruptcy Code, and recoverable pursuant to Section 550 of the Bankruptcy Code;

3. THIRD CAUSE OF ACTION:

ThetransferstoABB of the$700,000.00 and the Deferred Payment Component were
made by Industrial Ceramicswith theintent to hinder, delay and defraud its creditors, and thuswere
fraudulent and avoidable pursuant to NYDCL Section 276 and Section 548(a) of the Bankruptcy
Code, and recoverable pursuant to Section 550 of the Bankruptcy Code;

4, FOURTH CAUSE OF ACTION:

Thetransfer of $675,000.00 by Lapp to ABB at the direction of Industrial Ceramics
was made to ABB for the benefit of Associates and as part of a scheme to redeam the Preferred
Stock, and as such was a transfer: (a) made with respect to an antecedent obligation owing to

Associates; (b) made while Industrial Ceramics was insolvent; (¢) which had the effect of allowing

BCL § 513(c) provides that:

(c) A corporation, subject to any restrictions contained in its
certificate of incorporation, may redeem or purchase its r edeemabl e
shares out of stated capital except when currently the cor poration
is insol vent or would thereby be made i nsol vent and except when such
redemption or purchase would reduce net assets below the stated
capital remaining after giving effect to the cancellation of such
redeemable shares.

NY BUS CORP § 513(a) and (c) (1996).
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Associates and ABB to receive more than they would have received if there had not been atransfer
and Industrial Ceramics had filed a Chapter 7 case; and (d) which ABB knew was fraudulent and
preferential,and, therefore, thetransfer isavoidabl e pursuant to Sections273 and 276 of theNY DCL
and Sections 548(a) and 547(b) of the Bankruptcy Code, and recoverable pursuant to Section 550
of the Bankruptcy Code;

5. FIFTH CAUSE OF ACTION:

Thetransfer of $675,000.00 by Lapp to ABB at the direction of Industrial Ceramics
was made without fair or equivalent consideration within the year beforethe filing of the Industrial
Ceramic’ spetition whileit wasinsolvent, and, therefore, was constructively fraudulent pursuant to
Section 273 of the NYDCL and Section 548(a) of the Bankruptcy Code, and recoverable pursuant
to Section 550 of the Bankruptcy Code;

6. SIXTH CAUSE OF ACTION:

Thetransfer of $675,000.00 by Lapp to ABB at the direction of Industrial Ceramics
for the benefit of Associates was made with the intent to hinder, delay and defraud the creditors of
Industrial Ceramics, and thus was avoidable and recoverable pursuant to the NYDCL and the
Bankruptcy Code;

1. SEVENTH CAUSE OF ACTION:

Associatesand ABB aided, abetted and assi sted the officersand directorsof Industrid
Ceramics in wasting its assas by making the fraudulent and preferentid transfers, so that the
$700,000.00 paid to ABB by Lapp at the direction of Industrial Ceramics, aswell asthe value of the
assigned Deferred Payment Component, is recoverable from Associates and ABB;
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8. EIGHTH CAUSE OF ACTION:

Because the transfers in question were made with the intent to hinder, delay and
defraudthecreditorsof Industrial Ceramics, costsand attorneysfeesarerecoverablefrom Associates
and ABB pursuant to Section 276(a) of the NYDCL,;

9. NINTH CAUSE OF ACTION:

The $28,302.00 offset affected by ABB within ninety days of the filing of the
Industrial Ceramic’ spetitionisrecoverableaseither afraudulent corveyance, sincethereisnodaim
that ABB held at the time aganst Industrid Ceramics, or as a preferentia transfer pursuant to
Section 547(b) of the Bankruptcy Code; and

10. TENTH CAUSE OF ACTION:

The claims of Assocides and ABB against Industrial Ceramics should be
subordinated pursuant to Section 510 of the Bankruptcy Code because the transferstha were made
to them when Industrial Ceramicswas: (@) insolvent; (b) engaged in alitigation; (c) sufferingfrom
losses; (d) unableto pay its debts as and when they fell due; (€) incurring debt that could not be paid
when due; and (f) undercapitalized and in need of debt relief.

On April 5, 1999, after: (1) ABB and Associates had interposed Answersto the Complaint;
(2) the Court had conducted anumber of pretrial conferences; and (3) anumber of discovery disputes
had been resolved, the Committee made a Motion for Summary Judgment (the “Motion for
Summary Judgment”). TheMotionfor Summary Judgment included asexhibitsvariousitemswhich
the Committee asserted were documentswhich supported itsright to summary judgment and asserted
that: (1) the President of Industrial Ceramics, Lewis Miller (“Miller”), had testified under oath on
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December 17, 1998 at a Section 341 Meeting which was conducted after the Industrial Ceramics
Chapter 11 case had been convertedto a Chapter 7 casethat Industrial Ceramics could not have paid
all of itscreditors, astheir obligations became due in August 1995, November 1995 and at the time
of thefiling of itsbankruptcy petition; (2) ABB hadadual interest in Industrial Ceramics, aninterest
in having Industrial Ceramics continue to supply it with inventory at competitive prices and an
interest in recouping theinvestment whichit held in Industrial Ceramicsintheform of the Preferred
Stock and the Derry Mortgage; (3) ABB knew that Industrial Ceramicswould not be viable without
ABB asacustomer; (4) prior to the Lapp Sale, ABB had written-down the Industrial Ceramics stock
it held to $300,000.00; (5 ABB believed that the only way to redize more on its invesment in
Industrial Ceramics was to enter into along-term supply agreement with it and Lapp which would
provide for below market discounted prices for the goods purchased by ABB; (6) ABB knew that
Jacobs, who was negotiating the agreementsamong I ndustrial Ceramics, ABB, Associatesand Lapp,
had serious conflictsof interests, including his personal liability on the Derry Mortgage which was
in default, and it exploited those conflicts of interest; (7) ABB knew tha the past due rent from
Industrial Ceramics to Associates was less than the $315,600.00 provided for in the Forbearance
Agreement; (8) ABB knew that the transactions among Industrial Ceramics, Associates and ABB
were purposely structured in an attempt to negate any assertionsthat they were avoidabl e fraudulent
or preferentia transfers; (9) ABB, in connection with the transactions among Industrial Ceramics,
Associates and ABB, intentionally failed to inquire into the financial condition of Industrial
Ceramicsin order to determine whether it was insolvent in either an equity or balance sheet sense;
(10) Miller’ s intent with respect to the transactions involving Industrial Ceramics, Associates and
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ABB wasto personallygain control of Industrial Ceramicsand maximize hispersonal compensation
and the return on hisinvestment in Industrial Ceramics; and (11) Jacobs' intent with respect to the
same transactions was to maximize the return of ABB and Associates in order to minimize his
personal liability on the Derry Mortgage.

Associates interposed a Response to the Motion for Summary Judgment, together with an
Affidavit by Jacobs, which asserted that: (1) even though some of the shareholders of Associates
were shareholders of Industrial Ceramics, becausethe Committee had nat demonstrated, nor could
it demonstrate, tha Associates eithe had the ability to or in fact had exercised the required degree
of control or influence over Industrial Ceramics, in genera or in connection with the transactions
at issue, the Court could not find that Associates was an insider within the meaning and intent of
Section 101(31) and Section 547(b)(4)(B); (2) because Associates was not an insider, the transfers
to it from Industrial Ceramics, which occurred more than ninety days before the filing of its
bankruptcy petition, were not avoidable preferential transfers; (3) Industrial Ceramics was not
insolvent in either a balance sheet or equitable sense at thetime the transfers at issue were made to
Associates, nor was Industrial Ceramics rendered insolvent in either sense as the result of the

transfers;* (4) because Industrial Ceramics was not insolvent, the Court could not find that the

4 Section 101(32) of the Bankruptcy Code provides that insol vent means -

(A with reference to an entity other than a partnership and a
muni ci pal ity, financial condition such that the sumof such entity's debts
is greater than all of such entity's property, at a fair valuation,

excl usi ve of —

(i) property transferred, conceal ed, or removed with intent to
hi nder, del ay, or defraud such entity's creditors; and
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transfers from it to Associates were avoidable as constructive fraudulent transfersunder either the
Bankruptcy Code or theNYDCL, or asbeing in violation of the provisions of the BCL to the extent
that, since the amounts transferred to Associates were directly paid to ABB, the Committee has
asserted that the transfers were really direct transfers to ABB as additional consideration for the
Preferred Stock; and (5) because: (a) neither Associates nor ABB ever had any fraudulent intent; (b)
all of the transactions at issue were financially sound from the perspective of Industrial Ceramics
and (c) all of the transactions were negotiated at arms length by Miller, the transfersto Associates
and ABB were not avoidable as transfers made with an actual intent to hinder and delay creditors
under either the Bankruptcy Code or the NYDCL.

ABB also interposed Opposition to the Motion for Summary Judgment which: (1) madethe
same assertions as A ssociates with respect to solvency and fraudulent intent; (2) as defensesto the
Committee’s cause of action pursuant to BCL 8513, asserted that: (&) the Section does not apply
when the redemption of stock is paid for with assets which would not otherwise be available for

creditors; and (b) since the Lapp Sale coud not have taken place but for ABB's approval and

(ii) property that may be exempted from property of the estate
under section 522 of this title[.]

11 U.S.C. § 101(32) (2000).

Section 271 of the NYDCL provides that a person is insolvent when the
present fair saleable val ue of his assets is | ess than the amount that will be
required to pay his probable liability on his existing debts as they become
absol ute and mat ur ed.

As set forth in footnote 2., Section 102(8) of the BCL provides that
i nsol vent means being unable t o pay debts as they beconme due i n the usual cour se

of the debtor’s busi ness.
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willingnessto enter into asupply agreement, any consideration received by ABB for theredemption
of the Preferred Stock would not be avoidable; (3) as a defense to the Committee' s cause of action
pursuant to Section 548(a)(1)(B), which asserted that the redemption by ABB of the Preferred Stock
was avoidable as a constructive fraudulent conveyance, because Industrial Ceramics received
reasonably equivalent value for any consideration it transferred in connection with the redemption,
once again the consideration being in the nature of the supply agreement and the approval of the
Lapp Sale, thetransfers were not avoidable; and (4) ABB at all timesacted in good fath asrequired
by the N YDCL.

DISCUSSION

Summary of Decision

Becausel believethat theinterestsof justice would be best served by atrial oncertainissues,
and that there are material issues of fact with respect to: (1) balance sheet insolvency; (2) fraudulent
intent onthe part of Industrial Ceramics, ABB and Associates; (3) whether Associateswasaninsider
for purposes of Section 547; (4) whether sufficient facts and circumstances exist for the Court to
exerciseitsdiscretion pursuant to Section 510 to subordinate certain claims of Associatesand ABB;
and (5) whether any offset by ABB may have been an avoidable preferential transfer®, the Motion
for Summary Judgment isin all respects denied as to each of the causes of action contained in the

Committee’ s Complaint with the exception of the First Cause of Action pursuant to BCL §8513.

> The causes of action for subordination and the avoidance of an all eged

offset, items (4) and (5), were not included in the Commttee' s Mtion for
Summar y Judgment .
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Because there does not appear to be any genuine issue of fact or dispute that Industrial
Ceramicswas equitably insolvent at the time of the closing of the Lapp Sale and when the Preferred
Stock wasredeemed, any and all consideration receivedin exchangefortheredemptionisavoidable
and recoverable. That includes the $25,000.00 actually received by ABB, any receipts on the
Deferred Payment Component and any and all other consideration that the Court may determineafter
trial was paid by Industrial Ceramics to Associates and then received by ABB from Associates
indirectly, but as further consideration for the redemption of the Preferred Stock.

[ Summary Judgment

Under Federd Rule of Civil Procedure 56(c), judgment “shall be rendered forthwith if the
pleadings, depositions, answers to interrogatories, and admissions on file, together with the
affidavits,if any, show that thereisno genuineissue asto any material fact and that the moving party
isentitled to judgment asamatter of law.” The Ruleisclear in*provid[ing] that the mere existence
of some alleged factual dispute between the parties will not defeat an otherwise properly supported
motion for summary judgment; the requirement is that there be no genuine issue of material fact.”
Repp v. Webber, 132 F.3d 882 (2nd Cir. 1997) (citing Anderson v. Liberty Lobby, Inc., 477 U.S. 242
(1986) (further citations omitted)).

Further, as a general rule, all ambiguities and inferences to be drawn from the underlying
factsshould be resolved in favor of the party opposingthe motion, and all doubts asto the existence
of agenuineissuefor trial should beresolved against themoving party. Brady v. Town of Colchester,
862 F.2d 205, 210 (2nd Cir. 1988) (citing Celotex Corp. v. Catrett, 477 U.S. 317, 330 (1986) (further

citations omitted)). However, the non-moving party “must do more than simply show that thereis
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some metaphysical doubt as to the material facts.” Repp v. Webber, 132 F.3d at 889 (citing
Matsushita Elec. Indus. Co. v. Zenith Radio Corp., 475 U.S. 574, 586 (1986) (further citations
omitted)).°

Theduty of aCourt on amotionfor summary judgment isto determinewhether thereare any
genuine issues of material fact to be resolved by trial, and not to decide factual issues. As the
Second Circuit has aptly stated: “In this regard, the Court’s task is issue identification, not issue
resolution. In performing thistask, wemust assume the truth of the non-movant’ sevidence.” Repp
v. Webber, 132 F.3d at 890; see also Anderson v. Liberty Lobby Inc., 477 U.S. at 249.

1l Overview

Although the Committeeinits Motion for Summary Judgment has provided the Court with
numerous documents and extensive arguments’, | believe that it simply has not sufficiently
connected all of the dotson its causes of action, other than its cause of action pursuant to BCL 8513,
so that the Court can grant Summary Judgment.

The Committee has urged the Court to utilize the internally prepared December 31, 1995
financial sand then apply thetheory of “ Retrojection” to makeafinding that Industrial Ceramicswas
insolvent in the balance sheet sense at the time of the closing of the Lapp Sale and the redemption
of the Preferred Stock on November 10, 1999. Although the December 31, 1995 financials further

support afinding of equitable insolvency, because of : (1) the largedepreciation number set forth on

® This Court is mindful that factual materiality is governed by reference
to the appli cable substanti ve law. Repp v. Webber, 132 F.3d at 890.

! The Court has spent a substantial anmount of time reviewing the
vol um nous subm ssi ons of the parties in connection with the Moti on for Sunmmary
Judgment .
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the balance sheet; (2) the fact that the purchase price for the assets 0ld to Lapp wassignificantly
higher than the book value of the assets; and (3) the concerns raised in the May 27, 1999 report
prepared by Nihill & Riedley, P.C., Ricardo J. Zayas, C.P.A., (the“Zayas Report”), the Court is not
prepared to make a finding of balance sheet insolvency without expert testimony.

The Committee has also urged the Court to find that Industrial Ceramics made the transfers
in question with intent to hinder, delay and defraud its creditors other than Associates. In
connection with thisrequest, the Zayas Report sets forth an analysis which suggests that, given the
manner in which Indudrial Ceramics had always operated, its use of the proceeds of the Lapp Sale
was in its ordinary course of business, which was never in the best interests of its creditors.

In connection withthe issue of whether Associateswasan insider of Industrial Ceramicsfor
purposes of Section 547, the Jacobs Affidavit raises|egitimate questions asto the nature and extent
of any “control” that Associates may have actually had or exercised with respect to Industrial
Ceramics and specifically the transactions in question.

On the other hand, the defendants, Associatesand ABB, have, at all stages of the Adversary
Proceeding, including at the pretrials conduced by the Court, failed to in any way explain several
important matters, including: (1) any actual economic and business basis which would justify
Industrial Ceramics, in its then financial condition, paying a $300,000.00 lease extension fee in
connection with the Derry Fecility where it was no longer going to operate; (2) why, in connection
withthe Lapp Sale, Industrial Ceramics paid Associates, asthelandlord of the Dery Facility where

it was no longer going to operate, an additional $375,000.00 beyond the lease extension fee at the
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expense of its other creditors’; (3) why ABB believes that entering into a supply agreement with
Industrial Ceramics and Lapp, which it required for its own business purposes, and approving the
Lapp Sale, when it would have beenunreasonabl e and not in its own economic best intereststo have
withheldthe approval, somehow constituted separateand val uabl e consideration for theredemption
of the Preferred Stock; and (4) why ABB believed that the creditors of Industrial Ceramicswerenot
entitled to the proceeds of the Lapp Sale over it as a shareholder?

v BCL 8513

A. Evidence of Equitable | nsolvency

__ InitsMotion for Summary Judgment the Committee has produced evidence that Industrial
Ceramics was insolvent or rendered insolvent at the time of the Lapp Sale, as that term is defined
inthe BCL, whichisaninability of an entity to pay its debtsas they become duein the usud course
of business. This is commonly referred to as Equitable Insolvency. See Vowteras v. Argo
Compressor Service Corp. 441 N.Y.S.2d 562(2 Dept.), appeal denied 55 N.Y.2d 605 (1981). That
evidence includes the f ollowing:
1 LaSalle Memo dated July 21, 1995 - “ICl has been receiving additional pressure from its
suppliers since they heard about the Lapp transaction. Many of them think this signals the

end of ICI . . . This has created atighter availability than ICl expected.”

8 Industrial Ceramics paid the | andl ord 100% of all unpaid back rent as

wel | as prepaid rent and then proceeded to attenpt to discount its Derry-related
trade payabl es.
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2. Watch Asset Report dated November 30, 1995 - “1Cl is negotiating with former suppliersto
the Derry plant. There is approximately $280,000 of payables owed to this group. IClis
offering $154,000 to discharge these debts or a multiple year payout.”

3. Watch Asset Report dated December 31, 1995 - “ICl is negotiating with former vendors of
the Derry plant. There is approximatdy $280,000 of payables owed to this group. ICl is
offering 55% ($154, 000) to discharge these debts. Todate, $115,000 of vendorshave agreed
to the payout.”

4. Watch Asset Report dated January 31, 1996 - “November and December results were below
forecast which caused ICI to useall of its excess availability. Thisraises concernsthat the
Company cannot withstand any minor problems which tend to be fairly common
occurrences. Creditors appear to be becoming more restless as LBCI believes that they
expected more trade debt reduction as aresult of the sale of the Derry equipment than they
have received.”

5. LaSalleMemo dated January 10, 1996 - “1Cl requested that L BCI decrease or eliminate the
delinquent real estate tax reserve of $134,000 to give the company to fund the payment of
$53,000 of payablesto theformer Derry suppliers. |Cl isattemptingto repay these suppliers
for 55% of facevalue. A list of the possible candidates are attached. LBCI gave anegative
response to the situation.”

6. Lewis Millers Section 341 testimony from December 17, 1998 -

- “And here again | was, you can say as president, you should have been aware of all
these things, but my problem is we were talking about surviving, and my survival
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mode was not to really take care of who owed what, when, at what point. My
survival mode was in the manufacturing facility.” p. 18 lines 12-17.

- “Wewerein distress for ten years.” p. 29 lines 7-8.

- “Alwaysfightingfor survival. We had aperiod for five yearswhere we made money
every year, madeout very wdl, not very well, but paid off loansand whatever. 1t was
avery difficult time with the union in Derry, Pennsylvania.” p. 31 lines 21-24.

- “Q. In August of 1995, would it befair to say that I.C.I wasin financial extremis’
- “A. Are you saying that they were in trouble?’

- “Q. I1.C.I1. wasin financi d extremis, and you were | ooking for money?

- A. Yes, the plant was closed, sure, we were losing money.” p. 55 lines 14-18.

- “No, | think if I remember straight, | don’t think in the ten years we ever paid our
payables when they became due. We lived in constant not paying payables when
they became due.” p. 56 lines 21-23.

- “Wenever hadany cash basically. | don’tremember having any cash. Wedidn't have
the luxury of having cash.” p. 58 lines 5-6.

- “Q. So, Mr. Miller, in August of 1995, your company wasn'’t capable of paying trade
payables asthey came due, were they?
A. No, we never did.” p.63 lines 11-14.

- “Wefiled Chapter 11 becausethat we believed that weweregoing - - - That the bank
had convinced me tha we would have time to breathe so we could pay off every
single dollar of those loans. That was our belief.

Q. Their loans?
A. Our loans, |.C.I. payables. We would be able to pay a hundred cents on the
dollar.” p.69-70 lines 24-6.

- “Q. Were trade creditors threatening to sue you?
A.Every sindeday. Thefinal stepin April came when we put them off because we
said we were going to have some money from this whole ded, and the time thing
came about in April when the trade creditors - - - when one of the banks locked up
our bank account and that’s when we filed.” p. 100 lines 18-23.
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- “Q. And you are sayingto methan on November 10, 1995, could your company have
written a check to every one of those trade creditors to pay them off?
A. Absolutely not, you know that to be the truth. You know that. That’swhy if we
were able to pay them off. | wouldn’t besitting here.” p. 108 lines 20-25.
| believe that this congtitutes sufficient evidence for the Court to make a finding that
Industrial Ceramics was equitably insolvent for purposes of BCL 8513. Therefore, the Court must
look to what evidence the defendants, Associates and ABB, have produced to raise a genuine
material issue of fact asto equitableinsolvency. Inthisregard, ABB hasinterposed no evidenceto
indicate that Industrial Ceramics was not equitably insolvent, and has not even disputed that fact
other than to statethat it isnot true.® Associates, on the other hand, & | east attempted to address the
issue of equitableinsolvency in the Jacobs Affidavit. However, the Jacobs Affidavit statesno more
than that Industrial Ceramics aways had financial problems so that the financial problems which
existed when the L app Salewas negotiated and closedand the redemption of the Preferred Stock was
effected were no different than before. This hardly raises a genuine issue of fact as to equitable
insolvency. It does not even raise a“metaphysical doult.” In fact, what is most striking about the
opposition of Associates and ABB is their inability to in any way create a genuine dispute as to
equitable insolvency as| believe they have concerni ng balance sheet insolvency.
B. Recovery

Since BCL 8513 clearly prohibits the redemption of stock, whether common or preferred,

when a debtor such as Industrial Ceramicsis, in an equitable sense, insolvent or will be rendered

® The Zayas Report tal ks around the i ssue but does not raise a genui ne

mat erial issue of fact in my opinion
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insolvent by the redemption, the amounts paid or to be paid to ABB in consideration of the
redemption of the Preferred Stock are avoidable and recoverable. Thisincludesthe $25,000.00 cash
proceeds received by ABB at the time of the closing of the Lapp Sale and any amounts that ABB
may have received or may receive on the Deferred Payment Component.’® Furthermore, | believe
that some portion or all of the amounts paid to Associates, and thereafter immediately paid by
Associates to ABB, may in fact have been additional consideration for the redemption of the
Preferred Stock. However, | believethat this canbe determined only after atrial when the Court has
heard the testimony of witnesses who can providefurther detail asto the basis for the alocation of
theamounts ABB wasto receivein connectionwith the Lapp Sale, which changed substantially from
theinitial proposal made by Miller in May 1995 to the time of the closing.

Courtshave allowed trusteesin bankruptcy to plead Section 544(b) to avoid atransfer under

BCL 8513. If the trustee'! was successful then the trustee could utilize Section 550* to recover

10 Equi t abl e Subordi nation under Section 510 provi des an addi ti onal ground
for avoi dance and recovery of any amounts received on the Deferred Payment
Component after the filing of the petition when Industri al Ceramics was cl early
insol vent in both the balance sheet and equit able senses. See In Re Dino &
Arties Automatic Transmission Co., Inc. 68 B.R. 264 (Bankr. S.D.N.Y. 1986).

1 In this case, because of the authority granted by the Court, the
Conmittee is exercising the sane ri ghts as a trust ee.

12 section 550 provides that:

(a) Except as otherwi se provided in this section, to the extent
that a transfer is avoided under section 544, 545, 547, 548, 549

553(b), or 724(a) of this title, the trustee may recover, for the
benefit of the estate, the property transferred, or, if the court so
orders, the val ue of such property, from—

(1) the initial transferee of such transfer or the entity
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directly from shareholders any consideration received in connedion with a redemption which
violated the provisions of BCL 8513. See generaly In Re Eljay Jrs., Inc. 106 B.R. 775 (Bankr.
S.D.N.Y. 1989).

Even though it may in part have been in the best interests of Industrial Ceramics,
Westinghouse, a sophisticated commercial entity, elected to convert its debt into preferred stock of
afinancially struggling New Y ork corporation, and thus subject itself and any subsequent holder of
the stock to the spirit, provisons and prohibitions of BCL 8513 should it attempt to recover on that
investment through the redemption of the Preferred Stock. Both the Second Circuit and the New
York Court of Appeals have made it clear that the capital of a corporation is held in trust for the
benefit of creditors. See Topken, Loring & Schwartz, Inc. v. Schwartz, 249 N.Y. 206 (N.Y.A.D.
1928) (“but it has generally been held that no corporation can purchase its stock with its capitd to

theinjury of itsaeditors. The capital of a corporation isheld in trust for its creditors, so that any

for whose benefit such transfer was made; or

(2) any immediate or mediate transferee of such initial
transf eree.

(b) The trust ee may not recover under subsection (a)(2) of this
section from—

(1) a transferee t hat t akes for val ue, i ncl udi ng
satisfaction or securing of a present or antecedent debt in
good faith, and wi thout know edge of the voidability of the
transfer avoi ded; or

(2) any i mmediat e or mediat e good faith transferee of such
transf eree.

11 U.S.C. §8§ 550(a) and (b) (2000).
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agreement to purchase stock from a stockholder, which may result in theimpairment of capital, will
not be enforced, or will be considered illegal if the rights of creditors are affected.”); In Re
Fechheimer Fishel Co., 212 F. 357 (2™ Cir. 1914) (“*** The capital stock ‘of a corporation’ is a
fund set apart for the payment of its debts, and the directors*** hold it in trust for that purpose. ***
Theshareholdersof the corporation are conclusively charged with notice of thetrust character which
attachesto its capital stock.”)

Furthermore, to the extent that Section 550(b) provides an exception to recoverability for a
goodfaith transfereewithout knowledge of the possibleavoidability of thetransfer, ABB clearly was
aware of the possibility of the avoidability of the redemption of the Preferred Stock, so it cannot
qualify as a good faith transferee for purposes of Section 550(b) with respect to the redemption.
Documents1-0717 and 1-0718 contained in the Committee’ s Supplement to Motion with Exhibits,
makes it clear that ABB, as the successor to Westinghouse and the holder of the Preferred Stock,
knew that aredemption of thePreferred Stock given the financial condition of Industrial Ceramics,

might be problematic in view of BCL §513.2

13 Dividends

Payabl e only “. . . as and when declared by the Board of Directors

Cumul ati ve but not nmandatory

Must be paid only before declaring dividends on any stock
ranking junior to the Series A Preferred Stock

Payable only “. . . out of funds . . . legally available
t her ef or . "
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C. ABB’s Affirmative Defense

ABB has consistently and vigorously asserted asan affirmative defenseto the Committee’s
Cause of Action pursuant to BCL 8513 tha the creditors of Industrial Ceramics were never
prejudiced by the amountsthat ABB received for the redemption of the Preferred Stock, even if the
consideration were ultimately found by the Court to include the entire $700,000.00 in cash which
ABB received in connection with the Lapp Sale aswell astheDeferred Payment Component. ABB
arguesthat by entering into the supply agreement with Lapp and Industrial Ceramics and providing
its approval of the Lapp Sale, it created additional value for the estate that was greater, in monies
worth, than any amountsreceived by ABB in connection withtheredemption of the Preferred Stock,
or, inthealternative, that its actions created assets for the estate that would not otherwise have been
available as property of the estate. Therefore, ABB asserts, there was a net benefit to the estate
rather than a diminution of the estate. | reject thisargument. Based upon the undisputed facts and

circumstances presented in this case, | do not believe that: (1) providing an approval to the Lapp

Payabl e out of surplus only (excess of net assets over st ated
capit al)

May not be paid if corporation is insolvent (unable to pay
debts as they beconme due in the usual course of business)

Redenption

Mandat ory but subj ect to legal restriction on use of funds (same as
payment of dividends)

Partial redenpti on may not be made unless full cumul ative divi dends
are declared and paid upon all outstanding shares of Series A
Preferred Stock

Document 1-0717
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Sale where Lapp purchased the assets at a purchase price which all of the interested parties
acknowledged was a fair price so that for ABB, which had a representative on the Board of
Directors at least through the period of the receipt of the initial offer through some of the
negotiations regarding the ultimate distribution of the proceeds of the sale, to withhold its approval
would have been exceptionally problematic; and (2) ABB ertering into asupply agreement tha all
interested parties acknowledged was, at least in part, in the economic best interests of ABB, since
it needed asupplier for at |east some of thelinesof insulatorsthat Industrial Ceramicswould provide
from its small tube division and now Lapp would provide from the large tube division, constituted
additional or new value in money or monies worth to the Industrial Ceramics estate which might
result in this Court determining that the clear prohibition of BCL 8513 was inapplicable because
creditors had not been prejudiced. In fact, the creditorsof Industrial Ceramics were prejudiced by
the consideration which flowed to ABB in connection with the redemption and certainly by some
of the consideration which flowed to Associates.

V Motion to Amend the Committee’' s Complaint

____IntheWherefore Clause of theMotion for Summary Judgment, the Committee requests that
the Court issue an order allowing it to amend its Complaint to include a cause of action to recover
the sums obtained or saved by ABB asaresult of or due to the supply agreement. However there
doesnot appear to be any such request in the Notice of Motion, the Motionitself, or the Committee’s

Memorandumsof Law. Therefore, therequest to amend the Complaint isdenied without prejudice.
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CONCLUSION

The Motion for Summary Judgment is denied in al respects except with respect to the
Committee' s Cause of Action pursuant to BCL 8513 asto whichtheMotionisgranted. ABB shall
turnover to the Committee, to be held by it in an interest-bearing bank account subject to further
Court order, an amount equivalent to the $25,000.00 consideration which it received in connection
with the redemption of the Preferred Stock, and any and all amounts that it has received on the
Deferred Payment Component, if any. Furthermore, ABB shall immediately turnover to the
Committee any amounts which it hereinafter receives on the Deferred Payment Component. After
trial, the Court will determinewhether any other amounts ultimately received by ABB in connection
with the Lapp Sale constituted additional consideration for the redemption of the Preferred Stock.

This Adversary Proceeding will be called on the Court’s May 17, 2000 Trial Calendar in

order to schedulea date for trial.

IT IS SO ORDERED.

/s/
HON. JOHN C. NINFO, II
CHIEF U.S. BANKRUPTCY JUDGE

Dated: March 14, 2000
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